The mission is grateful to all these officials and experts for the time they made available to explain to the mission the procedures and practices of the budget process in Latvia and for the informative and clear answers they gave to the questions posed by the members of the mission. OECD budget reviews can only serve their purpose if they are based on accurate information about the decision-making process and the incentives and constraints that determine its outcomes in each of its phases. This information is not always available in official documents. Oral information is then of essential importance. This is true in particular for the present review of Latvia which was drafted in a period of considerable budgetary turbulence. The mission feels that in spite of these somewhat difficult circumstances, it has acquired a fair picture of the Latvian budget process, thanks to the openness and frankness that characterised the discussions with the Latvian officials throughout the mission's visit. The mission expresses its sincere appreciation for the efforts of the Latvian authorities to provide the mission with the information it sought and for their helpful attitude during the meetings.
Introduction

Contents of the review
During the preparation of this budget review, fiscal policy in Latvia was in great turmoil as a consequence of the world-wide financial crisis. The OECD Secretariat felt that this fact in itself was not a reason to abstain from conducting the review or to postpone it.
Indeed, OECD budget reviews are not about fiscal policy, but about fiscal or budgetary institutions -that is, the rules, procedures and practices that govern the budget process.
However, it cannot be denied that the present turmoil in Latvia has posed certain problems for the choice of contents of this review. First, the institutions that are the normal subject of OECD budget reviews have partly been overridden in Latvia for the formulation and execution stages of the 2009 budget and for the formulation stage of the 2010 budget.
Second, it seems highly probable that the present events will have an impact on the rules, procedures and practices of budgeting in Latvia in the sense that these institutions will be revised as a consequence of these events.
Against this background, the approach followed in this review has been as follows. In the sections on budget formulation and budget execution, which are the most affected by the present crisis, the review distinguishes as far as possible between the regular process -which had prevailed in the years since independence until and including the budget year 2008 -and the exceptional course of affairs during the formulation and execution of the 2009 budget and the formulation of the 2010 budget, which broke with some of the institutional constraints that determined the regular process. Furthermore, the review addresses the revision of the rules and procedures that the present crisis will probably induce, and it gives some recommendations in this respect. Finally, the present section pays attention to the institutional arrangement that provides the basis for the fiscal packages agreed since the beginning of 2009.
Apart from the institutional revisions triggered by the present crisis, the contents of the review conform with the usual set-up of OECD budget reviews. Successively, attention is given to the processes of budget formulation, parliamentary budget approval, budget execution, accounting and auditing. A special feature is a separate section devoted to public administration and service delivery. The inclusion of this section was partly inspired by the special efforts that Latvia has made over the past decade to reorganise its central government. In addition, discussions of human resources, procurement and financing of local government find a logical place in that section.
General characteristics
The Republic of Latvia regained independence in 1991. Latvia is a parliamentary republic. The governance institutions are provided in the Constitution and in legislation.
Latvia joined the European Union in 2004. There are two layers of government: the state (central government) and the municipalities (local government). Important organic laws are: the State Administrative Structures Law (2001) , the Law on Local Government (1994) and the Law on Budget and Financial Management (1994) . The budget process is governed by the Law on Budget and Financial Management both for central and local government.
Latvia is a relatively small European country, the size of Belgium or the Czech Republic.
However, its population is only 2.27 million (in 2008) . Consequently, like the Nordic and other Baltic countries, it is one of the least densely populated countries in Europe. As a result of emigration, the population has been shrinking (by 10 000 inhabitants in 2008) and this tendency is expected to continue in the coming years (Ministry of Finance, 2008) .
In the medium term, the working-age population will decrease, mainly due to a major decrease in the age group 15-24 induced by the low birth rates in the 1990s. However, this will not lead to a decline of the labour supply because of the increase in the age group 25-27 with the high average participation rate of more than 80%. However, with the higher birth rates of the present century and the retirement of the "baby boom" generation, Latvia will experience a serious ageing problem in the longer term, like many European countries (Ministry of Finance, 2008) .
The structure of the Latvian economy has been modernised rapidly since independence and is no longer significantly different from western European countries.
The services sector accounts for 75% of Latvia's value added (24% financial and business services; 33% trade, transport and hotels; 14% public services; 4% other services). Industry accounts for 14% (mostly food, building materials, wood processing and textiles), construction for 8% and agriculture for 3% (Ministry of Finance, 2008) .
Since independence, the economy has been growing at a very high rate. From 2000 to 2007, GDP increased at the annual average rate of 9%, the fastest growth of all EU countries. Rapid growth initially reflected the utilisation of excess capacity dating from before independence and productivity gains from successful reforms. Since EU accession in 2004, growth further accelerated due to the integration of capital and labour markets and EU funds (IMF, 2009a) .
Since independence, cheap credit in international capital markets fostered investment.
Strong multiplier effects induced steep increases in wages in the domestic labour market.
Labour market integration after EU accession further contributed to the rise of wages.
Domestic consumption was in turn strongly pushed up by increasing wages and cheap consumer credit. By mid 2006, the economy was overheating, with actual GDP exceeding substantially potential GDP: 1 credit grew at an annualised rate of more than 50%; the current account of the balance of payments increased rapidly (from 12.5% GDP in 2005 (from 12.5% GDP in to 23.8% in 2007 ; and gross external debt, mostly of the private sector, rose above 130% of GDP, the highest foreign debt among EU countries (IMF, 2009a, and Ministry of Finance, 2008) .
Macroeconomic policy in Latvia is anchored in the maintenance of the exchange rate peg that keeps the currency (the Latvian lat, LVL) at a fixed parity with the euro. This policy implies that volatility in the balance of payments will not be absorbed by exchange rate fluctuations but has to be accommodated by fluctuations of the domestic price level. In the years of strong growth, this induced high inflation in Latvia, increasing from 6.2% to 15.5% in 2008 (average head line 2 consumer prices). The Latvian authorities strongly endorse the maintenance of the peg, with the aim of Latvia entering the euro zone at the earliest possible occasion. Exchange rate stability is obviously an important requirement in this respect (IMF, 2009a) .
Beginning in the last quarter of 2007 -well before the financial crisis in international capital markets -domestic demand started to decline, partly in reaction to high consumer debt levels and stagnating real estate prices. Private consumption (one of the main contributors to growth in previous years) started to shrink. Investment started to decline (in constant prices) beginning in 2008, due to business losing optimism and lending becoming more expensive because of rising interest rates in international capital markets (Ministry of Finance, 2008) .
In the autumn of 2008, private sector bank deposits fell by 10%, starting with a run on one of the big commercial banks, Parex. Almost 60% of the banking system is owned by banks from Sweden and other Nordic countries, but 40% is domestically owned, Parex bank among them. Parex is the second largest bank in the country. After a first failed attempt to restore confidence by a partial takeover, the bank had to be nationalised almost entirely (85%) and the management had to be replaced. Capital flight led to sizeable interventions on the open money market by the central bank to defend the currency peg. From September to November 2008, official reserves fell by 20% to the dangerously low level of EUR 3.4 billion. Concerns over the sustainability of external debt and the maintenance of the currency peg increased and led to an agreement with the IMF and the EU aimed at financial assistance and implementation of a macroeconomic and fiscal reform programme to restore stability (IMF, 2009a) .
The reform programme agreed in January 2009 with the IMF and the EU was designed to adjust the domestic economy to the international economic environment while maintaining the currency peg. Its expected effects include a slowdown of economic growth, a substantial reduction of inflation, an absolute decrease of the wage level, and a substantial reduction of the current account deficit of the balance of payments. According to the interim review of April 2009, these economic indicators had all started to move in the expected directions (IMF, 2009b) . Table 1 As a consequence of buoyant growth throughout the 1990s and the first half of the present decade, tax revenues strongly increased (at a slightly lower rate, reflecting pro-cyclical tax relief under the roughly unitarian income elasticity of tax proceeds).
Since 2004, tax revenues and EU grants increased from 33.9% to 38.4% of GDP. For 2008, proceeds are estimated to decrease by 3.2 percentage points of GDP, whereas for 2010 they are supposed to slightly increase again, due to macroeconomic stabilisation and rising yields from revenue-enhancing measures (increases in VAT and excises) (IMF, 2009a In Latvia, general government expenditure has roughly kept pace with revenues throughout the years of high growth. Accordingly, the deficit could be maintained at a low level, easily satisfying the 3% Maastricht criterion. Unlike Estonia, which stored a substantial part of its exceptional growth proceeds in a stabilisation fund, Latvia spent its revenues. This applied not only to the additional revenues estimated in the annual budget, but also to the windfall proceeds accruing to the treasury from higher-than-expected growth, leading to annual supplementary budget laws laden with new spending initiatives.
When Table 2 shows the development of the deficit under the same provisos. The level of public debt in Latvia has been low in comparison to other Baltic countries.
However, in 2008 it started to rise due to the increasing deficit, and in 2009 and 2010 it is expected to rise even more as a consequence of still further rising deficits. Nevertheless, even if this happens debt will still remain under 50% of GDP, lower than in many other EU countries and comfortably within the Maastricht criterion for accession to the euro zone. Figure 2 shows the development of public debt since 2004.
Current institutional arrangements
The agreements concluded in December 2008 and January 2009 with the IMF and the EU included a package of financial assistance amounting to approximately EUR 7.5 billion, of which EUR 3.1 billion will be provided by the European Union, EUR 1.8 billion by the Nordic countries (Denmark, Finland, Norway and Sweden), EUR 0.4 billion by the Czech Republic, Estonia and Poland, EUR 0.4 billion by the World Bank, EUR 0.1 billion by the European Bank for Reconstruction and Development, and EUR 1.5 billion by the IMF. This assistance package has been provided on the basis of a far-reaching reform programme to which the Latvian government has committed itself. This programme assumes the maintenance of the exchange rate peg.
The reform programme has the following components (IMF, 2009a):
• Financial sector reform, including emergency legislation allowing bank takeovers, a targeted examination of the banking system focusing on domestic banks, commitments from foreign banks to maintain their presence, and improvement of supervision and intervention capacity of the central bank. • Private debt restructuring, focusing on bank capacity to assist in debt restructuring and reform of the insolvency and bankruptcy laws.
• Substantial and front-loaded fiscal tightening to prevent the 2009 deficit from rising to double-digit figures.
• Structural reform focusing on the speedy implementation of the National Lisbon Programme aimed at innovation and modernisation of productive capacity as well as a strong incomes policy to reverse the stark wage growth of the boom years. For the latter purpose, the government hopes to work with the National Tripartite Council (government, employer associations and trade unions) to monitor wage-cutting measures in the public sector and to issue recommendations to bring private sector compensation back to a more competitive level.
The fiscal tightening component of the reform programme envisaged a second supplementary budget law for 2009 to be submitted to Parliament in the spring of 2009, designed to maintain the deficit at 4.9% as intended in the December supplementary law.
Furthermore, it not only aimed at far-reaching structural consolidation measures but also at institutional changes, in particular:
• Emergency powers of the Ministry of Finance to prepare and implement the supplementary budget and increase access to timely, reliable fiscal data.
• Removal of rigidities in the budget so that line ministries can deliver the required spending reductions. Measures aim to provide more flexibility in carry-overs and in reallocations of resources between line items (except for expenditure from earmarked revenues) for some ministries with sound technical capacities.
During the implementation of the programme, the IMF proposed to ask the ministries to provide a menu of realistic options to achieve the programme's fiscal targets. Regarding the 2010 budget preparation, the IMF proposed to abolish the separation between decision making on the base lines and decision making on the new spending initiatives that have characterised the Latvian budget process in the past (see below in Section 2 of this review).
Instead, the IMF proposed to move swiftly to discussions on ministries' proposals to reduce spending and global envelopes under an intangible and binding top-down constraint derived from the macroeconomic scenario (IMF, 2009c) .
The IMF and the EU are aware of the considerable risks involved in the financial assistance agreement, particularly as far as the maintenance of the currency peg is concerned. Alternatives to the maintenance of the currency peg were extensively studied and discussed, but were finally rejected mainly because the Latvian authorities remained strongly committed to its maintenance and were willing to accept the reform programme, including drastic fiscal tightening and wage reduction in the public sector (20% on average, and up to 40% for certain groups of employees). It remains to be seen whether the agreement gains credibility in the international capital markets and whether the government will be able to deliver on its commitments. In addition, it is not clear that the stabilisation of the Latvian economy is served by a retrenchment as drastic as is now being prepared.
The paradoxical effect of the present approach to the Latvian financial crisis is that, in the short and medium term, it may accelerate the economic recession rather than counterbalance it. Whereas almost all western European country governments have maintained existing spending plans despite the recession to generate a stabilising effect, and whereas many western European countries have even increased expenditures above existing spending plans in an attempt to provide an additional "Keynesian" stimulus, Latvia has now embarked on a fiscal course of action that could further destabilise the economy. A more cautious approach aiming at a limited adjustment of the existing multiannual expenditure framework based on a growth assumption of some 3-5% in the medium term would provide more automatic stabilisation but could lead to a large increase in the deficit in the short term, perhaps exceeding 10% of GDP. However, fluctuations of the deficit over the cycle around a medium-term target are generally much larger in Eastern European economies than in western European ones, which are characterised by other stabilising arrangements (more developed social security systems, second and third pillar pension systems, better developed financial markets, etc.).
The present review diagnoses the instability of the Latvian budget process and its lack of a medium-term perspective as its main weakness, next to various strong aspects such as a modern and efficient Treasury, accurate and timely financial reporting, and a very effective and well-organised State Audit Office. The main weaknesses existed long before the present financial crisis and led to annual supplementary budget laws full of new spending initiatives and a lack of consistency between multi-annual spending plans in successive budgets. The OECD Secretariat is aware that there is a certain tension between the emphasis in this review on more stability and the course of action upon which the Latvian authorities have embarked in the context of the financial assistance agreement with the IMF and the EU. 5 In essence, this tension means that either the implementation of some of the suggestions of this review will have to wait until the reform programme of the fiscal assistance agreement has expired, or some elements of the financial assistance agreement will have to be reconsidered in the 2010 budget preparation.
Budget formulation
Key characteristics
The budget process in Latvia is characterised by some key features that merit special attention:
• Continuous budgeting.
• The absence of a fiscal rule.
• Weak multi-annual fiscal planning.
Continuous budgeting
Budget formulation in Latvia can best be described as "continuous". During years of high economic growth, the approach to budgeting involved a pattern of in-year adjustments with at least one supplementary budget and additional expenditures each year. In contrast, a series of substantial expenditure cuts had to be made to the 2009 budget in order to adjust to the unfolding crisis and to maintain external financial support. In the process of fiscal adjustment, the regular budget formulation schedule has been suspended and budgeting has lost the character of an annual process. Although the budget formulation process was reformed in 2007, these changes had little time to be established before the country experienced a severe economic deterioration.
The absence of domestic fiscal rules
Many national governments in OECD countries have adopted numerical fiscal rules. 6 In Latvia, there are no domestic fiscal rules that impose a constraint on the annual budget process at the central government level (local authorities are subject to fiscal constraints that are discussed in Section 5 below). However, as a member of the EU, Latvia is obliged to comply with a set of four convergence criteria, known as the Maastricht criteria. In terms of fiscal policy, these require that the ratio of the annual government deficit to GDP does not exceed 3% and that the ratio of gross government debt to GDP does not exceed 60%.
In some countries with multi-party governments, coalition agreements play an important role in guiding fiscal policy (Hallerberg et al., 2009) . Latvia has a history of coalition governments since regaining independence in 1991. New governments produce a declaration with key commitments in varying detail. The five-party coalition government constituted in March 2009 made a public commitment to large-scale expenditure cuts in response to the economic crisis. However, these declarations do not play as important a role in budgeting as coalition agreements in some other countries, such as the Netherlands (Blöndal and Kristensen, 2002) or neighbouring Estonia (Kraan et al., 2008) . One reason for this is the instability of governments. Latvia has had 14 different governments since 1991.
This instability undermines the potential for coalition agreements to function as multi-year fiscal contracts.
In the current economic crisis, external actors have gained strong influence over fiscal policy in Latvia and imposed aggregate fiscal constraints on the government. In In return for this assistance, the government of Latvia committed itself to a number of economic adjustment measures, including a general government deficit target of 4.9% of GDP. However, the achievement of this figure quickly became unlikely, and this precipitated renegotiations which settled on a deficit target of 7% of GDP. In the current crisis, these deficit targets constitute a de facto fiscal rule and have forced extensive budget cuts and structural reforms, which are further discussed below. To enforce the targets, the IMF has insisted that no Cabinet decision or any other decision with a fiscal impact, including decisions on social security or on any guarantee scheme, be taken and announced before discussions with the European Commission and the IMF.
The absence of a structural deficit target ("over the cycle") and of medium-term expenditure planning is not conducive to ensuring prudent public finances, and has led to a pro-cyclical fiscal policy. While the Maastricht deficit criterion establishes a minimum condition, it does not prevent overspending during high-growth periods nor the necessity to resort to highly contested saving measures as is the case in Latvia now. To enable more counter-cyclical fiscal policy requires firm medium-term expenditure plans that are adhered to regardless of what happens with revenues. While allowing deficit volatility, this would engender greater expenditure stability and contribute to automatic stabilisation.
The comprehensiveness of the Latvian budget would support a rules-based approach to fiscal management. In recent years, off-budget activities have been greatly reduced, and capital budgeting has been integrated into the annual budget procedure. Moreover, substantive legislative changes including social benefits and other entitlements are an integral part of the annual budget process, unlike in many OECD countries. However, what is lacking thus far is a stable multi-annual expenditure framework anchored in a mediumterm target for the budget balance.
Weak multi-annual fiscal planning
Many OECD countries use medium-term frameworks that are decided at the start of the annual budget cycle and serve as a top-down steering tool. This role of expenditure frameworks is only possible if line ministries provide multi-annual estimates at the line-item level, on the basis of either current law or current policy. Such multi-annual estimates are currently not produced in Latvia. Comparison between the ceilings of the expenditure framework and the (sum of the) line-item estimates makes clear whether there is room for new spending or whether savings in existing programmes are necessary. This is the essence of budgeting in a multi-annual perspective. Such a multi-annual perspective is necessary because important adjustments of existing programmes or the establishment of new programmes usually require more than a year to implement. In a budget process that looks only at the upcoming budget, as has been practised until now in Latvia, measures that start to produce savings only in the medium term will escape any budgetary constraint. The same applies to new programmes that appear small initially but require increasing resources in the medium term -a budgeting tactic Wildavksy described as the "camel's nose" (Wildavsky, 1984, p. 111) .
Once decided, medium-term expenditure frameworks should be rigidly adhered to during budget preparation and execution. In many OECD countries, the ceilings of the multi-annual framework are the main tool for the enforcement of budgetary discipline.
OECD countries that use multi-annual expenditure frameworks usually also try to maintain them from year to year. This provides stability to expenditure plans and stabilisation for the economy as a whole. However, practices differ: some countries allow adjustments from year to year in the light of new spending initiatives of line ministries or macroeconomic developments. 7
Budget structure and format
The consolidated general government budget is summarised in Figure 3 However, regardless of whether performance information should be included in the budget documents, it is important that this information is collected, provided to Parliament and published (in sectoral planning and evaluation documents) so that it can be the basis of informed debate on the effectiveness and efficiency of sectoral programmes.
Economic forecasting by the Ministry of Finance
In Latvia, macroeconomic and revenue forecasting functions are carried out by the Department of Economic Analysis and Fiscal Policy, which is part of the Ministry of Unrealistic economic assumptions are "the government's key fiscal risk" and can "de-rail" fiscal consolidation (Blöndal, 2003, p. 12) . A number of OECD countries have increased disclosure and use sensitivity analysis to investigate what impact any changes in the assumptions would have on the budget. In Latvia, the macroeconomic scenario is discussed in the explanations accompanying the annual budget law, but this does not include any results from sensitivity analysis. In addition, some OECD countries such as Canada and the Netherlands use prudence margins and have moved the forecasting function to a body outside the Ministry of Finance. The option of strengthening the institutional independence of the forecasting function has been discussed in Latvia.
However, with few exceptions officials feel that they generally carry out their forecasting work without pressure to deliver optimistic assessments. The department describes its forecasts in recent high-growth years as "cautious".
The annual budget process
The actors in the annual budget formulation process are the Cabinet of Ministers, the Table 3 . This schedule is referred to as the "regular"
process, but the sequence of steps is currently in large part suspended due to the uncertainty of the economic crisis. After describing the regular process, the remainder of this section discusses the effect of the crisis on the budget formulation process. 
Box 1. Budgeting during economic crisis
The 2009 budget as initially drafted and approved by Parliament in November 2008 had to be amended for the first time a month later to ensure access to external funding from the IMF and the EU. The amendments in December 2008 cut expenditures substantially. This package included a reduction in public employment. It also cut remuneration by 15%, expenditures for goods and services by 25% on average, and grants by 25% on average. At the same time, the value-added tax increased by 3 percentage points. Riots in Riga in January 2009 were followed by the fall of the government in February and the formation of a new coalition government in March. In April 2009, a review by the IMF under its stand-by arrangement cautioned that the agreed fiscal targets were likely to be missed and called for "significant additional measures and tighter spending controls" (IMF, 2009, p. 6) .
To ensure continued access to external support, the new government had to embark on a second and unprecedented budget-cutting exercise during the months of April to June 2009 that effectively meant drafting a new budget for the second half of the 2009 fiscal year. Representatives of the IMF and the European Commission participated in this process. To target reductions, the government initially used a formula based on budgeted expenditures (for the second half of 2009) minus "irreducible" expenditures. The latter included items such as debt-servicing costs, contributions to international bodies, money set aside to meet EU co-financing requirements, and spending in protected areas such as pensions. In the "reducible" part of the budget, the government cut remuneration by 20%. Taking into account that additional payments and bonuses had already been cancelled in December 2008, these additional amendments amounted to a real wage decrease of 20%. The remaining "other reducible expenditures" were cut by 40%.
The second round of amendments relied heavily on line ministries to identify items suitable for reduction or elimination. The process was also used to take forward structural reforms in public administration, as well as in the education, social and health sectors. This resulted in a reduction of early retirement pension rates from 80% to 50%, a cut in old-age and long-term service pensions by 10%, and a decrease in old-age pensions for working pensioners by up to 30%. A major reform proposal in the education sector was the switch to a funding arrangement for schools based on the number of pupils rather than the number of teachers, with the aim of promoting consolidation. 
End of February
The Ministry of Finance and the State Chancellery prepare medium-term budget goals and priorities for the next three years.
Ministries submit new policy initiatives to the Cabinet of Ministers.
End of March
The Cabinet of Ministers adopts the medium-term budget goals and priorities.
The Ministry of Finance and line ministries agree basic budget expenditures.
The Ministry of Finance calculates development expenditures.
Early April Evaluation of new policy initiatives by the Ministry of Finance, the State Chancellery and the Ministry of Regional Development and Local Government.
The Ministry of Finance creates a prioritised intersectoral list of new policy initiatives.
Mid April
The Cabinet of Ministers discusses and adopts the medium-term framework, including the list of new policy initiatives that will be financed over the next three years.
Early May
The medium-term framework is sent to Parliament for information.
1
May to July Line ministries prepare detailed budget requests.
September
The draft annual budget is submitted to the Cabinet of Ministers.
Early October
The annual budget documents are submitted to Parliament. With the onset of the economic crisis, the budget procedure as explained above has effectively been suspended. For the development of the 2010 budget, all the steps involving new policy initiatives and medium-term planning are cancelled, so that the first step of the procedure will commence with the preparation of annual budget proposals, roughly in July.
Medium-term planning is very difficult given the uncertainty of the economic outlook and the overriding importance of fiscal adjustment. Moreover, there is no need to prepare proposals for new policy initiatives, since there is no money to finance them for the foreseeable future. The disruption of the budget process is discussed more fully in Box 1 above.
Conclusions
The economic crisis has disrupted the regular budget formulation process and forced large-scale and ad hoc fiscal adjustments to the 2009 budget and has thus far (June 2009) suspended the regular budget formulation process for 2010. In the medium term, additional institutional reforms are important to further strengthen the resilience of the process. Regardless of whether the emergency measures of 2008 and 2009 will attain their main objectives of bringing down the deficit and curbing inflation, it is important that Latvia implements reforms that provide more stability to the budget process.
Adoption of a fiscal rule: Fiscal governance in the long run would benefit from the adoption of a fiscal rule that forces governments to set aside funds in good economic times while ensuring fiscal space during low-growth periods. This would be particularly beneficial in the Latvian political context with its frequently changing coalition governments. The most feasible fiscal rule for Latvia is an expenditure rule that would keep the total of expenditures as fixed as possible over the medium term. This could take the form of a medium-term expenditure framework that remains fixed during budget formulation and budget execution and that is maintained as much as possible from year to year.
Strengthening the medium-term perspective:
Together with the consolidation of the programme structure, the level of medium-term information in the budget should be expanded to the same level of detail as the annual budget. Medium-term line-item estimates on the basis of current policy or current law are essential for the allocation of financial resources in the annual budget negotiation, and they would help to ensure the congruence of current law or policy with the multi-annual ceilings. Multi-annual estimates on the basis of current policy or current law ("baseline estimates") should not be produced and agreed between the line ministry and the Ministry of Finance annually, but at least quarterly. They are an essential tool for budgetary discipline not only during budget formulation, but also during budget execution (during execution they alert at an early stage to possible overspending, which may trigger correcting measures).
Consolidation of the programme format:
The programme classification of the budget remains overly detailed. The number of (sub)programmes should be reduced further. To facilitate a more policy-based review, the budget documents should provide summary tables of ministerial budgets by programme.
An effective programme review mechanism:
The budget process introduced in 2007 provides a mechanism to evaluate new policy initiatives put forward by line ministries.
This incremental approach works during times of fiscal expansion, but it is irrelevant for prioritisation in a cutback environment. There is currently no regular mechanism for assessing the base of existing expenditures. A more comprehensive review mechanism within a reinforced medium-term framework would help to strengthen the allocative capacity of the budget process.
Parliamentary approval
The Latvian Parliament
Latvia has a unicameral Parliament called the Saeima (see Box 2) .
According to the Latvian Constitution, the Saeima must adopt a budget for all state revenues and expenditures on an annual basis. Generally, laws in Latvia can be adopted in a national referendum if the President suspends the proclamation of a law and not less than one-tenth of the electorate requests that the law be put to a referendum. Referenda on different matters take place once or twice per year. However, the budget law may not be 
Parliamentary approval procedure
The constitutional provision for the submission of the draft budget law to Parliament is elaborated in the Law on Budget and Financial Management. It requires that the Cabinet submit the draft budget law to the Saeima not later than 1 October (Section 21 of the LBFM). 11 The deadline is usually respected, but delays have occurred in parliamentary election years. 12 The Law enumerates a set of documents that have to be submitted in conjunction with the annual budget bill: proposals for amendments to substantive laws so that they conform to the draft budget law (so-called "budget-related draft laws"), explanations of the draft budget law, and the medium-term macroeconomic development and fiscal policy framework. Usually the number of budget-related draft laws submitted together with the budget bill amounts to around 30, but for the 2009 supplementary budget there were more than 100. The fiscal policy framework contains information for the medium term: macroeconomic forecasts, fiscal policy goals, government budget revenue forecasts, maximum spending, appropriation reserve in the government budget, and spending limits for each ministry and other central government institutions.
The Saeima is given approximately two and a half months to scrutinise the budget bill.
To ensure that the budget law comes into force prior to the start of the fiscal year, Parliament should pass the budget law by the middle of December. It thus allows the President to proclaim the budget law within a period stipulated by the Constitution, i.e. not earlier than the tenth day and not later than the twenty-first day after the law has been adopted (Article 69 of the Constitution). The time frame allocated to Parliament to examine the budget bill is in accordance with the "OECD Best Practices for Budget Transparency" (OECD, 2002) , namely that the government's draft budget should be submitted to Parliament not less than three months prior to the start of the fiscal year.
Parliament considers the budget bill in two readings. The regular procedure for Latvian legislation consists of three readings, but the budget law is always considered as an urgent law for which a special, two-reading procedure is applied. Once submitted to Parliament, the draft budget law is forwarded by the Presidium to the Budget, Finance and Taxation Committee (BFTC), a standing committee of the Saeima responsible for budget-related issues. There are 13 members in the BFTC representing almost all parliamentary groups of the Saeima. There is no specialised parliamentary research service to assist Parliament with scrutinising the budget. However, the BFTC has some analytical support provided by five analysts attached to the committee.
In practice, Parliament receives the draft budget law at the end of September, ahead of the first reading debate. This allows time for members to get acquainted with its contents. The first reading of a draft law begins with a report by the rapporteur appointed by the BFTC. Debate on the provisions of the draft law begins after the report. At the first reading, only main conceptual principles are debated. When the debate is closed, Parliament decides on the adoption of the draft law at its first reading. The deadlines for submitting motions are set, and the assignment to sectoral committees proposed by the Presidium is adopted. If the draft law has not been adopted at the first reading, it is deemed to be rejected and may be resubmitted for consideration during the same session only at the request of at least 51 parliamentarians or if it has been revised by the government.
At the second and final reading, the draft budget law is scrutinised article by article and the bill is voted. The BFTC prepares the draft for the second reading (collecting and aggregating proposals), provides its opinion concerning the submitted proposals and, if necessary, adds its own proposals. Members, standing committees and factions may submit motions to amend the budget. Hundreds of amendments are proposed at this stage. Sectoral committees consider the relevant parts of the budget and hold hearings with the respective ministers. The government also gives its opinion on parliamentary amendment motions. The BFTC forwards any proposals for the draft budget law to the Cabinet at least five days before they are to be considered at a committee meeting, simultaneously informing the Cabinet about the date when the proposals will be considered by the committee. Predictably, opposition proposals are typically voted down, while proposals with Cabinet support are adopted. The second reading of the draft law begins with a report by the rapporteur. Consideration of the draft law, article by article, follows the report. During the second reading, only debate on a specific article or a part of it is permitted. After all the proposals have been considered, the person chairing the session puts the draft law to a vote in its entirety, together with the adopted proposals. The budget has always been approved in December.
Conclusions
The role of the Latvian Parliament in the budget process is limited, as is the case in many OECD countries. It has the right to amend the draft budget law submitted by the government, but amendments that increase the total expenditures need, first, compensation by additional revenue or reallocation from other budget articles and, second, the agreement of the Cabinet.
The time allocated for scrutinising the bill complies with the OECD best practices. The deliberation process is open to the public. The committee structure for deliberating the budget is also in line with OECD practices: a special budget committee scrutinises financial issues and co-ordinates the work between sectoral committees considering the budget in their respective areas.
A shortcoming of the present system is the lack of staff support regarding scrutiny of the budget bill. Moreover, the budget itself is a very detailed document which is hard to understand and analyse. The lack of a clear programme structure makes it difficult for parliamentarians to focus on strategic issues. • assigns and effects payments from the state budget;
Budget execution
Organisation of budget execution
• manages the state accounts;
• manages the national debt;
• administers state-funded pensions; and
• is the paying and certifying authority for EU funds.
Latvia has a single treasury account ( 
Cash and debt management
The budget is implemented after approval by Parliament on the basis of a resource and expenditure plan based on the budget that is drawn up centrally at the Ministry of Finance.
The line ministries then decide, by means of a regulation, which programme will be executed by which budget holder, and what amount will be transferred to that budget 
Budget flexibility and reallocation
Overall, the budget execution process seems well structured, and the Treasury is a committed and efficient implementing agency. 16 However, the system has two weak links that have become apparent in the present time of crisis: i) lack of commitment and arrears controls; and ii) inflexible reallocation procedures. • reallocations cannot increase the total amount of expenditure approved by Parliament, or more than 5% of the annual appropriations to a (sub)programme;
• reallocations cannot be made from capital to current spending, or be used for increases of salaries, insofar as they increase future spending;
• similarly, such changes of appropriations that increase the long-term commitments authority of ministries are not allowed; and
• reallocations from EU funds to other expenditure programmes, from basic to special budgets, and from social security expenditure to current expenditures, and the establishment of new (sub) 
Extrabudgetary funds
Conclusions
The budget execution process in Latvia is well structured, and the Treasury is a committed and efficient implementing agency. After the recent reorganisation, the Treasury has become significantly more centralised and even more efficient.
The use of the single treasury account for the municipalities is obligatory for financial resources which municipalities receive from the state budget, but optional for other resources (proceeds from own taxes and non-tax non-grant revenues). From the point of view of efficiency (and costs of interest), it could be useful for the Treasury to make the single treasury account more attractive for municipalities.
Cash management is generally accurate and efficient. There are no incentives for budget holders to gradually improve spending plans. The Latvian Treasury could consider introducing moderate penalties in the form of interest rates on idle balances caused by inaccurate cash planning (inaccuracies exceeding certain thresholds), as exist in some OECD countries.
Latvia has started to develop a system of commitment registration. This should be pursued with urgency, since the absence of commitment registration may lead to inaccurate cash planning and arrears.
Latvia has recently revised its reallocation procedure to allow for more flexibility. A more far-reaching reform could have been envisaged. Obviously, the need for flexibility in the reallocation regime is directly connected with the number of line items in the budget classification, but even after a classification reform, Latvia could benefit from a more flexible reallocation regime.
The Privatisation Fund was abolished, as its purpose was not clear and it was not filled during the period of large privatisation revenues. Future privatisation proceeds should not be used for additional expenditure but to pay off public debt.
Public administration and service delivery
Organisation of government
The Latvian government has pursued a policy of administrative reform since 1993, most recently articulated through a medium-term public administration strategy targets, and quality indicators), an annual business plan and budget, stipulations regarding user charges that may be levied, and the conditions under which a performance agreement can be amended.
The legal framework for state agencies has sought to enhance flexibility in public administration and strengthen transparency and accountability. Previously, during the mid-1990s, a number of state institutions were converted into state joint-stock or limited liability companies regulated under private commercial law. Such arrangements, however, gave rise to a lack of oversight and guidance from parent ministries, overlapping functions and excessive discretion including with regard to user fees. In spite of the fact that they are separate from line ministries, however, state agencies do not receive flexible appropriations and are constrained by the input controls and cumbersome reallocation procedures faced by line ministries (see Section 4 above on budget execution). Some ministries have maintained joint-stock companies to ensure flexibility in service delivery.
A number of initiatives have been taken by the government to improve the accessibility and quality of public services. The government has proposed, among other things, conducting functional reviews of public authorities' activities, establishing a catalogue of public services and user fees, and instituting quality management systems in public administration. The government has established a number of targets for these activities in the current public administration reform strategy, for example:
• 10% of state administration must have undergone a functional audit by 2013;
• 100% of all services provided by state administration must be included in the electronic catalogue of public services by 2013; and
• 50% of state institution services must be subjected to regular quality assessments and client surveys by 2013.
While the first functional reviews have been conducted by the State Chancellery in 2008/09 focusing on the state archives, criminal investigations, agricultural vehicle registration and casino inspections, it is unclear what impact the current crisis will have on the government fulfilling its targets. The VOAVA contracts with a variety of service providers including state agencies, joint-stock companies, organisations owned by subnational governments and self-employed providers. Providers tend to be predominantly private for primary care (i.e. the level at which a patient has first contact with general practitioners), predominantly public for secondary care (e.g. diagnostic treatment and rehabilitation often following referral from primary health care), with ownership concentrated mainly at the subnational government level, and exclusively public in the case of tertiary care (i.e. highly specialised for high-risk treatments and rare diseases), with ownership concentrated at the state level.
Service delivery in social security, health and education
The Ministry of Education and Science is the main education policy-making institution.
It is responsible for issuing the necessary licences for education institutions, sets educational standards along with teacher training content, and is directly responsible for school inspection. Cities and regions are responsible for all public pre-primary, primary, and 
Human resources management
There are two categories of public sector employees in Latvia: civil servants and public employees. The State Civil Service Law (2001) Previously, public sector pay was governed by 21 different laws and regulations. Under the new unified system, pay is separated into three components:
• The monthly salary is derived from a combination of (16) salary groups (basic salary) and (6) qualification levels (flexible part of the salary). The salary level of each group is based on a survey of comparable salary groups in the private sector. 21 The state government has established a target for state employees to be paid 80% of a selected private sector comparator. In practice, a broad salary range is established within which state employees may be paid. It gives state secretaries much discretion in setting pay.
• Bonuses according to work assessment (approximately 20% of annual salary but, under certain conditions, reaching 20% of monthly salary -for instance, in case of overwork).
Bonuses are based on the outcome of the annual performance evaluation by the public employee's superior and the human resources manager. The objective of the performance appraisal is not confined to performance pay alone, but also to establish training needs and career development.
• In addition, civil servants receive various allowances (annual leave, birth of a child, injury/death of the civil servant and/or family members, dismissal) and supplements for additional duties (up to 40% of the salary per month) or for performance of duties under periods of increased work intensity (up to 20% of the salary per month). However, bonuses and allowances have been capped or stopped since the end of 2008 owing to the financial crisis.
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The financial crisis has also precipitated the elimination of a system of management contracts for senior public employees. Previously, management contracts had existed in parallel with the pay system since 1997 to attract and retain highly qualified senior civil servants. The contracts were often seen as an important instrument of political control, and gave the heads of direct and indirect administration complete discretion in salary determination. The introduction of the unified pay system has substantially reduced the use of management contracts; for example, in the State Chancellery the use of performance contracts declined from an estimated 60% to 20% of staff between 2006 and 2008. It is uncertain whether such contracts will be re-established following economic recovery in Latvia. In recent years, the government has taken various initiatives to promote e-procurement. The above-mentioned laws define the thresholds for procurement procedures. In addition to these thresholds and procedures, the EU directives on procurement also apply to Latvia. Under state procurement legislation (and the EU directives), there are no obligatory procurement procedures, aside from ensuring transparency, for any procurement estimated at below LVL 10 000 (EUR 14 000). Above this threshold, the minimum time for interested parties to submit bids is determined by the estimated cost of the services, supplies or works being procured. If below LVL 50 000 (EUR 72 000) for services/supplies or LVL 120 000 (EUR 206 000) for works, the procuring agent may invite three or more suppliers to provide a price quotation. Suppliers are to be given a minimum of 15 working days to submit their price quotation. If above LVL 50 000 for services/supplies or LVL 120 000 for works, the procuring agent may select one of four procurement methods (i.e. open competition, restricted competition, negotiated procedures, or design contest), each with different minimum time periods for suppliers to submit their bids (see Table 5 ).
Public procurement
The procuring agent is responsible for issuing its own procurement notice (or for contacting suppliers in the case of the price quotation method) and evaluating the bids received. The procuring agent is generally the unit within a ministry or state agency purchasing the supplies, services or works. In 2008, only 3% of all procurements were done by the central purchasing agent within a ministry/agency.
The Procurement Monitoring Bureau has also established a standard mechanism through which complaints can be made concerning the conduct of procuring agents and In 2005, a "Policy Framework for Promotion of Public-Private Partnerships" identified a number of constraints faced by the government. These included: the inadequacy of the legal framework (and incompliance with EU standards); a lack of institutional co-ordination; a disconnect between PPPs and public investment planning; and the lack of tools available to ministries to support PPP evaluation. 24 To promote the use of PPPs, the government has 
Domestic thresholds EU thresholds
Services/supplies: LVL 10 000-50 000. Works: LVL 10 000-120 000.
Price quotation: purchasers are required to invite at least three suppliers to provide a quotation.
15 working days. n.a.
For services/supplies, if the estimated cost is:
• LVL 50 000-92 755 (EUR 72 000-172 000), then domestic thresholds apply.
• LVL 92 755 (EUR 172 000) or more, then EU thresholds apply.
For works, if the estimated cost is:
• LVL 120 000-3 591 633 (EUR 206 000-5 150 000), then domestic thresholds apply.
• LVL 3 591 633 (EUR 5 150 000) or more, then the EU thresholds apply.
Open competition: suppliers submit all relevant information at the same time in relation to selection and award criteria.
30 calendar days. 52 calendar days.
Restricted competition: interested suppliers are invited to respond to a request to participate, but filtered to a limited group which is then requested to tender.
25 calendar days for submission of tenders, and 25 calendar days for receipt of tenders after the invitation to submit tenders has been sent to selected candidates.
37 calendar days for submission of tenders, and 40 calendar days for receipt of tenders after the invitation to submit tenders has been sent to selected candidates. 
Local government
Latvia is a unitary state with a two-tier governmental structure: the central government level and the local level. Until recently, the subnational governments were divided into regions and municipalities (cities, towns, parishes and amalgamated municipalities). There are a total of 548 local governments (522 municipalities and 26 regional governments). From
July 2009, the number of municipalities will be reduced to 118 (9 republican cities and 109 territorial local governments) and the division by tiers will be abolished. Due to this territorial reform, approximately 95% of all municipalities will be amalgamated. Figure 5 shows the projected reduction in the number of municipalities with less than 4 000 residents and the increase in those with 4 001 or more residents.
Latvia is a fairly decentralised country. The list of municipalities' spending mandates is set out in the Law on Local Government. These functions include providing utilities, maintaining and developing public services and facilities (streets, roads, public squares, parks; control of collection and removal of waste, etc.), regulating the utilisation of public forests and waters, providing residents with education (primary and secondary education; extracurricular training and educational institutions), ensuring access to health and social • Education: 43% of the total expenditures.
• General public services: 19%.
• Housing and utilities: 12%.
• Economic activity: 11%.
• Recreation, culture, religion: 9%.
• Other functions: 6%.
There are two main sources of municipal revenue: tax sharing and grants from the In the longer term, the Latvian authorities may consider incorporating more financial incentives -for instance, by moving away from earmarked grants (that stimulate both federal and regional authorities to shift spending patterns in the direction of subsidised services) towards non-earmarked grants -and providing larger tax bases or tax shares to municipalities in order to restore the balance between local spending mandates and local resources. 
Conclusions
The Latvian government has continued to undertake reforms to service delivery and state administration over the last decade, both in the lead up to and in the aftermath of its accession to the EU. The current crisis represents not only an opportunity but also a threat to these reforms. It has accelerated a number of administrative rationalisations and supports the government's commitment to reform. However, it also tends to delay reforms that do not immediately lead to savings and that may be equally important. In the medium term, the government should not lose sight of reform objectives.
The government has moved to amend limitations in the current legal framework and Partly under the impact of the recent savings packages, the financing of local government has become highly volatile. Not only have grants to local governments been cut at extraordinarily high rates, but also the stabilising tool (the PIT compensation) has been suspended. This makes it virtually impossible for local governments to develop medium-term fiscal planning. It is important that stability is restored as soon as possible in Latvian local public finances.
In the longer term, the Latvian authorities may consider incorporating more financial incentives and providing larger tax bases or tax shares to municipalities in order to restore the balance between local spending mandates and local resources.
Accounting and auditing
Financial reporting
The • A balance sheet of all payments compared with the balance sheets of the preceding year.
• A report on revenues and expenditures compared with the appropriations and revenue authorisations of the state budget and the revenues and expenditures of the preceding year.
• A report on expenditures in connection with unforeseen events within the year.
• A report regarding guarantees issued in the name of the state.
• An account of the investments made by the Minister of Finance.
• A summary of the implementation of local government budgets and a report of the implementation of the consolidated general budget, etc.
Financial reporting in Latvia is accurate and timely and in accordance with international accounting and transparency standards. All important data are released on the website of the Treasury after only a short delay.
Internal audit
Internal audit procedures in Latvia were introduced in 1999. According to the Law on Internal Audit (of 23 February 2006) and the regulation on internal audit of the Cabinet of Ministers, 32 state secretaries and heads of independent public agencies are responsible for the establishment of a comprehensive and efficient internal control system, as well as for its permanent improvement and supervision. The Ministry of Finance is responsible for overall co-ordination. The Cabinet has specified procedures for the certification of internal auditors, 33 approved the methodology for internal audits, 34 and determined procedures for a peer review. The role of the Ministry of Finance includes the development of methodology, the coordination of training and professional development, consultative assistance and peer reviews every two years, as well as the preparation of an annual report which is submitted to the Cabinet of Ministers and the State Audit Office on 1 June. In spite of these coordination efforts, the quality of internal audit in the ministries varies, depending on whether the units have experienced and qualified staff. The instrument of peer review is very helpful. It entails that the Internal Audit Department of the Ministry of Finance assesses the degree of independence, the application of legal acts and methodology, and the quality of reports, and recommends measures for improvement to the state secretaries.
However, given the capacity constraints of the Internal Audit Department, it is planned to extend the period during which all units are reviewed from two years to five years, except for those that need special attention. 
External audit
External audit in Latvia is performed by the State Audit Office (SAO) which is, in virtue of the Constitution, Latvia's independent and collegial supreme audit institution. The Auditor
General and the seven members of the SAO Council are elected by Parliament pursuant to the same procedure as judges. As the Law on the State Audit Office specifies, its tasks are to:
37
• Perform financial and performance audits in conformity with international audit standards.
• Ensure the lawful, correct, economical and effective utilisation of public funds -that is, central and local resources (revenues, expenditures, property) as well as EU funds.
• Assist in developing a fair and transparent decision-making process.
The Auditor General has the authority to determine the internal structure of the SAO, The audit cycle starts on 1 July, when the Minister of Finance submits the consolidated annual accounts to the SAO. By 15 September, the SAO reviews the accounts and provides an opinion to Parliament, which votes on it before 15 October. So far, Parliament has never rejected the SAO opinion.
From spring to September, the SAO focuses on performance audits -that is, systemic audits that aim at assessing whether systems are lawful and whether government programmes are efficient and effective and promote accountability, good governance, and good management practice. In the absence of good performance indicators in programmes, however, the SAO finds it difficult to evaluate programme performance.
All auditors perform both types of audits, as the SAO removed the separation of functions taking into account that financial audits serve as the basis for performance
audits. Yet, given the different requirements in terms of information and methodology, this approach is now being reconsidered.
The SAO decides completely independently upon its work plan by first determining audit priorities such as public services, investment, use of state property, or collection of revenues. The departments then develop the concrete work plan based on findings from financial audits, press reports, or citizen complaints. In a last step, the audit teams are selected and concrete questions are proposed, together with a costed time plan, and approved by the SAO Council.
The co-operation between the SAO and Parliament is very intense and fruitful for both sides. The Public Expenditure and Audit Committee of Parliament meets once a week for approximately one hour, with the Auditor General always participating.
As to co-operation on internal audits, with a view to the SAO's main task of providing assurance on the annual accounts, the SAO receives the annual reports and discusses the results with the internal audit units at the end of May. The SAO also receives the audit plans and strategic plans and can request access to the internal audit reports -for instance, if it intends to audit a special area. The SAO will discuss the report and assess to what extent the conclusions are useful for its own work. In many instances, however, the reports are not relevant for the issues which the SAO intends to review.
Parliamentary audit process
The reports (approximately 80% of the SAO recommendations are implemented).
Conclusions
Financial accounts in Latvia are a responsibility of the Treasury. The accounts are accurate, timely and in accordance with international accounting standards. Reports are easily available on the website of the Treasury.
The Latvian internal audit system is well structured and in accordance with international standards. Its effectiveness in the prevention of irregularities or inefficiencies cannot be established because the Internal Audit Department of the Ministry of Finance has no insight in the details of the recommendations of internal audit units and the follow-up that is given to them by ministers. It would be useful if the Internal Audit Department could collect more information on the effectiveness and follow-up of the recommendations, preferably not from the internal audit units themselves but from their clients (the ministers).
The number of internal auditors (300) is quite large for a small country such as Latvia.
The State Audit Office in Latvia is a well-organised and very efficient institution. It works in accordance with international standards, and annually produces a large number of financial and performance audits of high quality. Its reports are appreciated by Parliament. The SAO recommendations are generally followed up. The SAO also plays an important role in law enforcement. The parliamentary audit process is effective. 20. Since the administrative reforms of 2004-09, a proposal has been put forward to establish a new government human resources agency. While this proposal has not been altogether eliminated, it is uncertain whether this will now happen because of organisational arrangements precipitated by the current financial crisis.
21. The Ministry of Finance purchases private sector market comparator information from the private sector. It does not use the data of the Central Statistical Bureau.
22. Bonuses according to work assessment and annual leave allowances were cut altogether in 2009 as part of the fiscal consolidation programme. Allowances for the birth of a child have been limited to two children, instead of six children before the crisis, and capped at LVL 1 000. The allowance following the death of a family member has been capped at LVL 1 000. Finally, supplements for additional duties have been capped at 20% of a civil servant's salary, and are not to exceed two months' salary. 24. Lacking tools are, for instance, value-for-money assessments, project risk management, project finance management, project legal frameworks, and an evaluation framework.
25. The Procurement Monitoring Bureau cannot differentiate between traditional public procurement and PPPs, but estimates that around 20 PPPs have been established based on estimates from the Registry of Companies.
26. Each local government budget, like the central government budget, is divided into a basic and a special budget. The special budget's share in the consolidated local government budget is very small (less than 10%). The revenues of the special budget, formed by the resources of the State Roads Fund, the natural resources tax and privatisation, are earmarked for special purposes and expenditures established by law. 
